In the literature of foreign direct investment (FDI) and international business, an increasing attention is being paid to the comparative study of countries' attractiveness for FDI. The United Nations Conference on Trade and Development has developed several indices to evaluate and compare the location advantages of the countries and their relative success in attracting FDI. However, these indices suffer from several limitations. We have constructed an improved inward FDI potential index that can solve some of those limitations, making use of 70 variables for 49 countries and data reduction techniques. The correlation analysis shows that it fits better with the Inward FDI Performance Index, and thus this new index explains more precisely countries' FDI inflows. Moreover, the larger number of variables included allows us to rank the countries for different kinds of FDI and to assess countries' strengths and weaknesses for policy purposes.
Introduction
In recent editions of the World Investment Report (WIR), the United Nations Conference on Trade and Development (UNCTAD), like other think tanks, have been undertaking international benchmarking in their analysis and policy recommendations. 1 The UNCTAD has constructed two indices: the Inward FDI Potential Index and the Inward FDI Performance Index to evaluate and compare the location advantages of countries and their relative success in attracting FDI. 2 * The authors are affiliated to University of the Basque Country, Bilbao (Vizcaya), Spain. Contact e-mail: address: jesus.ferreiro@ehu.es, tel.:+34-946013881, fax: +34-946017087.
1 UNCTAD is not the only institution that evaluates world FDI using indices. Some examples are the "FDI Sustainability Index" elaborated by the Economist Intelligence Unit, or the "FDI Confidence Index" elaborated by A.T. Kearney (2003) . In Christiansen (2004) , there is information about the variety of international benchmarking indices regarding business climate in general. 2 In WIR 2004, UNCTAD has included the Outward FDI Performance Index. This index tries to capture two aspects: the "ownership advantages" of the firms in the investor country and the "location advantages" of the host country (UNCTAD, 2004) .
Despite the obvious relevance of these indices and its contribution to the analysis of FDI, UNCTAD recognizes the limitations of its indices. In WIR 2002, UNCTAD accepted that "It is not possible, with the available data, to capture the host of factors that can affect FDI" (UNCTAD, 2002, p. 23) and that "This analysis can offer many interesting insights for FDI analysis and policy. However, the indices are still at a formative stage. There is much that can be done to improve, broaden and deepen them, in particular the Inward FDI Potential Index. It does not include a number of factors that are known to affect international investment flows, and there may be more appropriate variables that could replace some of those now used; the problem is, of course, to obtain satisfactory quantitative data for a large number of countries. It is hoped that this constraint will, at least in part, be relieved over time" (UNCTAD, 2002, p. 32) . However, since then, UNCTAD is using these indices, although with minor changes, making no mention of their limitations. 3 The purpose of this paper is to make a modest progress to address the problems acknowledged by UNCTAD, by constructing what we call Improved Inward FDI Potential Index (IIFPOI), which we believe approximates more closely what is required in terms of both explaining the distribution of worldwide FDI flows and helping to design policies to attract not only overall FDI inflows but also specific kinds of FDI. The paper is structured as follows. Section 2 sets out the criteria used to choose variables for this IIFPOI. Next, we explain the construction of the proposed index (variables, sources and methodology). In section 4, a number of results using this new potential index are presented with possible ways for future improvements. Final section concludes.
Criteria for constructing an improved index
The choice of the variables included in IIFPOI is justified by the following criteria: the theoretical analysis of the determinants of FDI; the empirical studies testing the validity of the theoretical analysis; the availability of quantitative data on the potential determinant factors and their geographic scope; and finally, the correlation between these criteria and IIFPI.
Since the aim of this index is to be a useful tool for analysing the relative advantages of countries for FDI inflows, we adopt Dunning's eclectic paradigm as theoretical framework. This paradigm encompasses, as location advantages, a wide range of factors, including those related to policies regulating FDI (and policies that affect FDI indirectly), those of an economic nature, and those related to the "climate" in which foreign investors operate in host countries. Dunning (1993) provides a long list of factors that may be considered as determinats. In WIRs (UNCTAD, 1998a and 2001) , these same factors are included, ordered according to the main objectives that transnational corporations (TNCs) seek when they invest abroad. In these works, mainly in WIR 1998, an extensive review of empirical studies on the determinants of FDI inflows is undertaken. 4 The synthesis of all the literature is that the most significant variables are those related to market-seeking and resourcesseeking FDI (in the case of the less developed countries) such as GDP, income per capita, labour costs, etc.
These are "traditional" determinants, but the current globalization process is likely to induce important changes to location determinants (UNCTAD, 1996) . The theoretical argument for explaining these changes is that technological advances, increasing openness to trade, FDI and technology inflows, and the subsequent competitive pressure on firms, would result in a reconfiguration of the strategies pursued by TNCs to achieve their objectives (resources-, markets-and efficiency-seeking FDI). The two possible consequences on the location determinants are: first, host countries would be assessed by TNCs on the basis of a wider set of variables than before; and, second, the relative importance of FDI determinants would be rebalanced. 5 Although the "traditional" economic determinants and the type of FDI associated with these would not disappear, their relevance is likely to decrease, giving a greater weight to the determinants related to efficiency-seeking and created assets-seeking FDI. 4 Most of these studies do not include variables that represent determinants of a political-institutional nature. 5 The globalization and liberalization of the world economy would have extended the policy framework of FDI to other policies that in the past were not considered as FDI determinants (macroeconomic, regional, technological and labour policies, and even those that can affect the human capital such as education and health policies). Nevertheless, this framework, although wider than before, will continue to work as a set of location determinants subordinated to those of an economic nature. Policies designed to generate an investment friendly environment and pro-active measures to facilitate business activity for foreign investors (promoting FDI, financial/fiscal incentives, less "hassle costs", etc.) are not new, but they are increasingly more common and will thus be taken more into account by TNCs.
With those arguments in mind, Dunning (2002) reviews the new (1990/2000) and the old (1970/1980) determinants of FDI arguing the following:
• In the case of FDI flows between developed countries, the traditional determinants are those related to market-seeking FDI. More recent emerging determinants are concerned with created assets-seeking FDI (to acquire or modernize the competitive advantages) and the factors related to "business facilitation" (mainly the business framework and the public regulation related to competition, innovations and international M&A policies). Other important economic determinants arising from the liberalization of markets and the regional integration are those related to horizontal efficiency-seeking FDI.
• In the case of FDI flows from developed countries to developing countries (and, to a lesser extent, between developing countries), there are two main kinds of FDI. One is the traditional market-seeking and resource-seeking FDI, which together account for about 70% of FDI inflows in developing economies, with Brazil, China, Hong Kong (China) and India being the main destinations. The other type of FDI is classified as "efficiency-seeking FDI". For this type of investment, the objective of the TNC is to produce intermediate or final goods in locations with the lowest costs for their subsequent export to third markets. Here, TNCs pay more attention to variables related to efficiency-seeking FDI and to the FDI policy framework. Currently, such investment is mainly concentrated in South Asia, South-East Asia and Mexico.
As a result of this theoretical development and the greater availability of data, a series of studies testing these changes emerged. These studies include old and new determinants, but they have not reached a consensus about these shifts. 6 One of the initiators of these new studies is UNCTAD, who provides an econometric annexes for the (partial) verification of its theoretical postulates (UNCTAD, 1998a) . Results show, first, that the capacity of traditional determinants to explain the worldwide distribution of FDI inflows declined over the period under analysis (1990) (1991) (1992) (1993) (1994) (1995) and, second, that the incorporation of the "political stability" variable into the regression model improves the capacity to explain FDI flows, mainly for developing countries. This is interpreted by UNCTAD as a sign that institutional characteristics of the countries have a positive influence on FDI inflows.
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Recent studies concur with the findings of UNCTAD. Stein and Daude (2001) find that the "quality of institutions", as defined by the Governance Indicators of the World Bank, has positive effects on FDI. Globerman and Shapiro (2002) conclude that, for the period 1995-1997, the attractiveness of a country (for both developed and developing countries) is strongly conditioned by "National Political Infrastructure"
8 . Moreover, although the Human Development Indicator is not a significant indicator, the level of education is important. Busse and Hefeker (2005) find that the 12 indicators used to proxy political risk have a significant negative impact on FDI inflows. Regarding the institutional framework, Bengoa and Sánchez-Robles (2003) find, using panel data for 18 Latin American countries over the period , that economic freedom (as defined by the Fraser Institute Index) in host countries is a positive determinant of FDI inflows. Addison and Heshmati (2003) conclude that the wave of democratization 9 and, mainly, the spread of technologies of information and communication 10 positively affect FDI inflows in developing countries. Asiedu and Lien (2004) , in a study of 96 developing, transition and emerging economies, that almost all the indicators for capital control have a significant negative effect in a fixed panel specification.
However, Nunnenkamp (2002) questions whether a change in the relevance of determinants amongst developing countries has really taken place. Using data from a survey of companies 11 including 33 questions on a set of economic and political factors related to FDI in 28 developing countries, he concludes that between 1987 and 1999, no important changes took place regarding location determinants. The traditional determinants related to host markets (population and GDP per 7 UNCTAD does not explain two related questions. First, the choice of variable used as a proxy for the political stability of the countries. Second, the reason to include in its potential index (UNCTAD, 2003) a risk-country variable as a proxy for the politicalinstitutional framework, because these variables measures not so much the political risk as the economic-financial risk.
8 This measure is proxied by the first main component of the six Governance Indicators of the World Bank.
9 As calculated by the democratization index: average of degree of political competition (representation of minorities in the parliament) and participation of the population in elections.
10 Proxied by total expenditure on information and communication technologies, equipment and services as percentage of GDP.
11 This is a annual survey on companies forming part of the European Round capita) are still dominant, and the only new determinant with a higher relevance is the skill level of the labour force. Noorbakhsh et al. (2001) also conclude that human capital is a statistically significant determinant of FDI inflows, having a growing relevance, and that other traditional variables (the growth of the domestic market, a stable macroeconomic situation, liberalization policies, a sustaining business framework, etc.) are also significant. Chakrabarti (2001) also reject the hypothesis of a change in the determinants, and argues that the market size and the degree of openness of the host country are more stable than other determinants (wages, net exports, rate of growth, taxes, trade tariffs and exchange rates).
Other studies have analysed whether bilateral investment treaties (BITs) and double taxation treaties (DTTs) are a significant determinant of the attractiveness of a country for foreign investors. UNCTAD (1998b) analysed the impact of 200 BITs on bilateral FDI with cross-section data for 133 countries in 1995, concluding that they do not play a very important positive role. Hallward-Driemeier (2003) , making an econometric study of bilateral flows in the OCDE countries over a 20 year period, concludes that there is no solid evidence that BITs stimulate additional FDI flows, although they would act as complement to the institutional framework of the target country by offering sufficient guarantees on property rights to foreign investors. However, Banga (2003) , analysing 15 Asian countries using a panel data analysis, concludes that BITs play a significant positive role.
12 Although there are a large number of studies on the effects of taxation on FDI, this is not the case of DTTs. Blonigen and Davies (2001) conclude, by making a regression analysis of bilateral inflows of FDI between the United States and 65 countries, that these treaties do have a positive impact on FDI in the medium and long term.
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In table 1, we summarize other studies on the determinants of FDI. It shows that research is finding a diverse set of determinants as new developments in the global economy take place and data availability and econometric techniques evolve. In sum, the findings in the vast empirical literature regarding location determinants justify our approach to include the largest possible number of variables related to the location determinants in constructing our improved index, IIFPOI. All in all, and despite some mixed results regarding some variables, empirical studies 1980 -1990 1990 -2000 Hasnat, 2003 Log confirm the need to adopt an inclusive approach to search for a synthetic FDI potential index.
At this point, however, we must stress that the number of variables included in an index of this nature is constrained by the availability of data. We must stress that the UNCTAD's decision to include only 13 variables in her potential index is not guided by this restriction, although it is proposed as such.
14 Furthermore, the difficulty in quantifying some qualitative determinants related to the political and institutional framework, which UNCTAD cites as the reasons for their omission in its index, is a problem which can be solved, as most of the above mentioned studies do, with indicators produced by a number of bodies. However, this solution involves that, with the data available at the time of writing, we cannot include all countries in the world, and, therefore, there is a trade-off between geographical scope and the depth of analysis. For this paper, we opted to improve the quality of the index, leaving aside the issue of limited geographic scope. This option allows our index to fulfil better than the current UNCTAD's potential index the objectives of being a tool, first, to evaluate the countries' competitiveness to attract certain kinds of FDI inflows, and, second, to design policies to improve, or change, the location advantages of host countries.
An additional question which we must mention is, that for the inclusion of the variables making up the index that we have constructed, we have not considered (in a way similar to UNCTAD, 2002: table II.4) the correlation between those variables and the Inward FDI Performance Index (IFPEI). However, as the previous literature review shows, the variables selected are grounded in the theory and in some cases in empirical findings.
Variables, sources and methodology
We have included a total of 70 variables in our index, IIFPOI, for a set of 49 countries (those included in the World Competitiveness Yearbook 2003) with different levels of economic development and belonging to different geographical zones. Sources used to obtain the data were UNCTAD (2003), the governance indicators by Kaufmann et al. (2003) To construct the index, we have selected from these sources (besides those of the UNCTAD index itself) those variables that might serve as best proxies for the location determinants. These variables have been ranked according to the typology shown in table 2.
T h e 70 variables have been grouped by categories: FDI policy framework (23 variables), business facilitation (11) and economic determinants (five for market-seeking FDI, five for resource-seeking FDI, 16 for created assets-seeking FDI and ten for efficiency-seeking FDI). The variables can be divided into "hard data" and "soft data" group. The first group, published by conventional international bodies, mainly refer to quantitative economic variables, while "soft data" are qualitative data based on surveys. The use of "soft data" was reduced to a minimum because their methodology is considered less rigorous. Nevertheless, they are irreplaceable if one wishes carry out analysis of location determinants of a qualitative nature, like many of those related to political-institutional framework.
Since many of the variables showed high correlation among them, mainly those belonging to the same type of determinants, a Principal Component Analysis was applied in an iterative manner and in a different order, depending on the economic sense of the extracted factors. The purpose of this analysis was to simplify the construction of the index, reducing the number of variables as much as possible with the least loss of information. 15 15 The rotation method employed to extract the factors was Varimax Normalization with Kaiser and the statistical criteria used were auto-values higher than 1, rejection of factors if Meyer-Oklin test is lower then 0,6 and/or Kaiser and Bartlett test significance higher than 0,05. We substituted missing values by the mean because this is the suggested criteria when there are few missing cases. We used the Comrey criteria for factor adjustments. When a variable does not show a clear belonging to a factor we face complex variables. They do not contribute to identifying the nature (interpretation) of the factors in which they have their principal weights. The best option is to withdraw them (so the explained variance improves and is easier to interpret). Besides, when a factor is highly correlated with only one variable, it is considered that it is insufficiently defined. It is than convenient to make a new analysis with one factor less. Another criterion to construct factors has been the economic sense of the variables grouped by principal components. If the aggregation of variables does not have a meaning it has been also rejected. With the 70 variables (hard and soft) considered we tried to perform a factor analysis by principal components with all of them together. The factors extracted were rejected because of some of the above criteria were not meet. We then performed factor analysis by broad groups (I, II and III of Table 2 ) and it was also rejected. We then performed the analysis by subgroups (in II "economic determinants" by A,B,C and D) and we rejected the factor extraction. Finally, we obtained 12 factors and 13 variables.
The application of this technique resulted in the selection of 12 factors and 13 variables. Nine factors and variables are related to the institutional framework for FDI (five to FDI policy framework and four to business facilitation) and 16 to economic determinants (five to marketseeking, three to resource-seeking, four to efficiency-seeking and four to asset-seeking FDI). We believe this is a rather balanced structure, giving more weight to the economic determinants, consistent with the greater importance that they should have. With these 25 determinants, after normalizing the values, the new potential index was constructed as a simple average (see table A.1 in the appendix for the scores of the different factors and variables). The normalization was carried out applying the formula (Vi-Vmin)/(Vmax-Vmin), or (Vi-Vmax)/(VminVmax) in the case that the variable is a location disadvantage.
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This procedure is similar to that used by UNCTAD. Nevertheless, we wish to make two observations. The first is about the use of the simple average. A weighted index could be justified depending on the importance that can be attributed a priori to those groups. A lower weight (the same for all countries, developed or not) might be assigned to political-institutional determinants than to economic ones. Moreover, according to Dunning (2002) , the determinants related to market-seeking FDI, etc., could be weighted according to the level of development of the countries assigning, for example, a higher weight to the created asset variables in developed countries than in developing countries.
The second observation is concerned with the normalization of the variables. Neither maximum nor minimum ad hoc values have been fixed for any of the variables. This procedure may have a perverse statistical effect if a country strongly deviates from the average in some variable. In this case, the values of other countries, even if they are significantly different, show a normalized value very similar to one another, as a result of which the relative advantage of country with respect to the rest becomes blurred for this variable. Another problem of a normalization without maximums or minimums is that the index cannot increase or worsen in all countries with the passage of time and, therefore, the interpretation of changes only makes sense in relative terms to the evolution of the maximum and minimum value.
Results and comparison with UNCTAD's model
The following indices are used for comparison:
• The indices that present a ranking more similar to each other -apart from IFPOIUN49 and IFPOIUN140 -are the GCR index and IFPOIUN49 (0.915). However, our index has a lower correlation with the GCR index (0.880). This can be interpreted as validating our index, since there is not another index that produces the same ordering of potential FDI attractiveness. It could be argued that the index by 17 This is not surprising since the GCR and the WCY are 'competitiveness' indices, a vague concept which involves the attractiveness of the socio-economic conditions of a country for business (investment) in general, both national and foreign. 18 In both indices the countries included in the top-10 are the same ones. This coincidence is lower in the case of the bottom-10, where 4 countries do not appear in the UNCTAD index.
UNCTAD is more dispensable since it produces an ordering much more similar to that of the GCR index, which has been regularly published for some time now. * significant at 0%, ** significant at 5%, *** significant at 10%
Another important property of our index is how it fits Inward FDI Performance Index data (table 6). Although an index alone cannot explain FDI distribution entirely, our potential index explains the inward FDI distribution more than any other indices considered. R 2 is almost double that of UNCTAD and the coefficient is statistically significant.
19 And this is also true even if we use the stock of FDI as the dependent variable, like in most cross countries studies (table 5) .
Control variables (GDP per capita and population) behave as expected. 20 The market-seeking hypothesis is clearly satisfied: the signs of GDP per capita and population are positive and significant. Regarding the set of indices, it is worth mentioning that our index contributes to explaining geographical FDI distribution. R 2 coefficient improves considerably and is very high for cross country regressions. The second best is the specification with the WCY index (this is not surprisingly because our index draws heavily on it). Curiously, the GCR index, although with the right sign, is not significant in contrast to the finding of Christiansen (2004) . One explanation for this finding is that this index encompasses many other variables of a country's competitiveness that have only a marginal role as FDI determinants. The economic freedom index turns out to have only a modest explanatory power and -though better than the UNCTAD index -improves the model very little. In sum, our index is clearly the best one to explain FDI distribution among these 49 countries.
In table 6, we have tested the relevance of the different subindices. Since market-seeking sub-index includes explicitly GDP per capita, we have dropped GDP per capita from the set of explanatory variables. As column 1 shows, the political framework for FDI and market-seeking sub-indices are significant and with the correct sign (besides population). This finding is in line with many other studies 19 The model behaves better if Benelux is omitted and if FDI flows are reduced by the effect of "passing through" FDI inflows, that is, those whose final target country is another country, generally the EU, but which pass through Benelux because they have certain tax advantages. This happens also in Spain with Foreign Securities Holding Companies or in the Netherlands (Fernández-Otheo, 2004 ). However, since we do not have information for all the countries about the exact extent of this head office effect, removing exclusively the Benelux case would not be justified. Moreover, the correlation of the Inward FDI Potential Index of UNCTAD and the Inward FDI Performance Index is much lower for the periods previous to that analysed here. Finally, although the aim of the paper has not been this, we have regressed the Inward FDI Performance Index by means of the successive stages method with our 70 variables and the result was that the best econometric model would be characterized by the 'Rules and Standard of Treatment' factor (variables 7 to 14 and 16), the 'number of BITs and DITs' variable (17) and the 'X/PIB' (37).
20 All the indices include GDP per capita implicitly, but this is only a variable in many, therefore it is necessary to include explicitly as explanatory variables GDP per capita and population to capture market size.
that have stressed these institutional variables as key determinants for FDI. If we include sub-indices one by one in order to avoid co-linearity problems and use population and the market-seeking index as control variables, the efficiency of sub-indices is also significant. Therefore, in the model presented in column 4, we included all the significant subindices, and again the whole set of explanatory variables are significant. This turned out to be the best specification, implying that the size of the market, inputs costs corrected for productivity (and all the other variables included in this sub-index) and the political framework for FDI are the determinants of FDI. Source: Authors.
21
*significant at 0%, **significant at 5%, ***significant at 10%
Replicating UNCTAD's matrix analysis, if we take the average point for the Inward FDI Potential Index and the value one for Inward FDI Performance Index (lower than the average index) as lines of demarcation in order to establish a classification, we obtain a typology of four groups of countries. Table 7 shows the relationship between the Inward FDI Performance Index and the IIFPOI and table 8 shows the relationship between the Inward FDI Performance Index and the IFPOIUN49.
The leading group, the most numerous, is made up of 18 economies and comprise mainly European countries but also Chile, Hong Kong (China), New Zealand and Singapore. This group is very similar to that of UNCTAD. Exceptions are Chile, the Czech Republic and Hungary, which in the UNCTAD model belong to the group of countries with an Inward FDI Performance Index "above its potential". In our model, the potential of these countries is higher than those of UNCTAD's index, with an Inward FDI Performance Index that corresponds, grosso modo, with its potential for two reason. First, these economies have a institutional framework conducive to FDI. Second, they have a relative advantage for the attraction of efficiency-and resources-seeking investment, e.g. low labour costs, a high level of education and good transport and telecommunications infrastructure (see table A.3 in the Appendix). In the tail group, the difference between the indices is much greater. This group includes, according to IIFPOI, developed countries like Greece, Italy, Japan and some emerging economies like India, Mexico and the Republic of Korea. Italy, Japan and the Republic of Korea are three cases that deserve more attention because of their level of development and because, in the UNCTAD model, they are included in the quadrant "below their potential". The potentials of the Republic of Korea and Japan are above the average only in the determinants related to created assets-seeking FDI, while Italy only stands out in the determinants of efficiency-seeking FDI. In the rest of factors, the indices are fairly poor, e.g. those related to policy framework determinants. Some conclusions can be reached from this analysis. First, institutional characters that inhibit the entry of foreign capital should be eliminated; second, the labour costs should be more adjusted to productivity levels; and third, a higher price competitiveness of infrastructures is required.
Regarding other countries in this tail group, like India, Turkey and Venezuela (at least for the period analysed), their situation is clearly below the average in all indicators except in those related to resource-and efficiency-seeking investment and, thus their situation is not surprising.
Other countries belong to the atypical group (those whose Improved Inward FDI Performance Index does not correspond to its potential, such as Australia, Austria, Norway and the United States) which receive too low FDI flows in relation to the size of their markets and other factors. With regard to these countries, there appear to be factors that inhibit FDI inflows that are not included in the Inward FDI Potential Index.
The group of countries receiving a volume of FDI over and above their potential as implied by IIFPOI is also quite heterogeneous and includes countries like Argentina, Brazil, China, Poland and Portugal. China, for instance, receives FDI inflows in line with the size of its market, but has an attraction potential lower than the average.
Conclusions
We have constructed a new potential index that incorporates 70 variables, all of which belong to a long list of political, institutional and economic factors that the theoretical and empirical literature identifies as location determinants of FDI. The new Improved Inward FDI Potential Index that we have drawn up is, thus, more complete and, provides a better adjustment to the Inward FDI Performance Index than that of UNCTAD although the number of countries analysed is smaller because of the limited availability of data.
The enhanced properties of our index enables the formulation of policy recommendations with a greater degree of confidence. Moreover, due to the possibility of splitting the overall index in several sub-indices according to the type of FDI, it is possible to better target policy responses to improve countries' attractiveness to FDI. We believe that this is one of the main contributions of our analysis. The UNCTAD's inward FDI potential index is an index that measures a country's attractiveness for FDI inflows in general, but it has the problem that it does not take into account the existence of different kinds of inward FDI. Our index thus allows making a more precise analysis of the strengths and weaknesses of an economy, and, consequently is a more useful policy tool. However, since the adjustment made in IIFPOI is still limited, policy recommendations based on this benchmarking, should be interpreted with caution. 
